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GENERAL BUSINESS CONDITIONS 



1. THE INDEX 

IN December our forecaster, based upon New York 
bank clearings, the volume of sales on the New York 
Stock Exchange, and prices of industrial stocks, showed 
a decline from November to a point below the July- 
figure but above the figures for August and September. 
The decline is due to a decrease in the volume of sales 
and the prices of stocks. It occurred in spite of the in- 
crease of New York clearings to the record figure of 



and credit, depleted reserves, and increasing interest 
rates, all indicative of capital strain, make for a slacken- 
ing of business activity and lower prices. The course of 
business and prices during the next year depends largely 
upon the action of the Federal Reserve Board. If the 
Board pursues a firm policy of resisting inflation by 
raising discount rates, the result will be to check the up- 
ward movement of prices and lessen business activity, 
but to produce sounder business conditions in the 
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Chart I. — Comparison of the Averages Based on Groups A, B, and C. 

(A) Average of the following series of Group A: 

(i) New York Clearings, (8) Shares Traded, (18) Price of Industrials. 

(B) Average of the following series of Group B: 
(3) Outside Clearings, (4) Bradstreet's Prices. 

(C) Average of the following series of Group C: 

(13) Rate on 4-6 Months Paper, (14) Rate on 60-90 Day Paper. 



$23,980,000,000. The decrease in speculative activity 
in November and December is a result of a stringent 
money market, and such other disturbing factors as 
labor unrest and difficulty in financing foreign trade. 
The recession in speculative activity during the last two 
months indicates that we may expect a check in the 
upward movement of commodity prices and business 
activity which has been in progress since last April, and 
perhaps a recession of prices. The time and extent of 
the recession, if it occurs, depend upon the result of the 
operation of two powerful opposing forces. On the one 
hand, the shortage of commodities, abnormal foreign 
demand for goods and credit, and active retail trade in 
the United States make for immediate business activity 
and higher prices. On the other hand, inflated currency 



United States. Our forecast that the upward com- 
modity price movement will come to a halt is based 
upon the movement of curves A and C. The forecast is 
made in spite of the present active demand and with the 
knowledge that some contracts for future deliveries are 
being made at prices 25 or 50 per cent higher than those 
now ruling. If conditions were normal this forecast 
could be made with practical certainty, but these are 
unusual times and we cannot yet be sure that our fore- 
caster is operating reliably. Since the armistice it has 
forecasted last spring's rise of prices, September's reces- 
sion, and the latest upward swing which began in Octo- 
ber. This record entitles it to respectful consideration, 
but in these times we cannot yet be certain what its 
present movement means. If the pre-war interval 
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between curves A and B still holds today, the expected 
check and recession in commodity prices will materialize 
in six months to a year from last November when the 
forecaster began to decline. 

Business activity and the level of commodity prices 
during December, represented by curve B, increased to 
the highest point of the year. Bradstreet's index of 
commodity prices and bank clearings outside New York 
City both reached in December the highest points ever 
recorded. Measured in dollars the volume of trade and 
speculation and the production of farms and factories 
were never so large as in 1919. Measured in physical 
units, however, the output of a number of basic commod- 
ities, such as coal, iron, and steel, fell well below that of 
1 91 8 and, in several instances, below the output of pre- 
war years. 1 The quantity of merchandise exported from 
the United States during the fiscal year 1918-19 was only 
42 per cent greater than the average of 1911-14 although 
the increase in the value of exports was 217 per cent . In 
the case of new building, making allowance for the 
growth of the country and the increase in prices since 
191 2, we estimate the actual construction in 1919 to be 
about three-fourths of that in 191 2. The total produc- 
tion of spring wheat, oats, barley, flaxseed, potatoes, and 
cotton all fell below the average for 1 913-17. The best 
index of general physical productivity in the United 
States is probably the total ton-miles of freight moved 
by railroads. During the eleven months ending Novem- 
ber 30, 1919, this total was 361 billion ton-miles com- 
pared with 403 billion ton-miles in the same period of 
the previous year. In January and October only did 
the figure for 1919 exceed that for 1918. 

Rates on commercial paper, represented by curve C, 
increased in both November and December. If the up- 
ward movement of commercial rates continues, a check 
will be imposed upon the increase of commodity prices 
and we may expect to see recessions in a few months, the 
time depending upon the rapidity and extent of the ad- 
vance in rates. The Federal Reserve Board has the 
power and the responsibility of fixing the rates of redis- 
count and consequently, in a stringent money market, 
the rates of banks to their customers. High rates of 
rediscount will tend to conserve the reserves of the fed- 
eral reserve banks, reduce the volume of reserve deposits 
and federal reserve notes, increase the bank rates for 
short-time money, decrease the volume of loans and dis- 

1 For details see p. 6 of this Review and pp. 13-28 of the December 
Supplement. 

2 Just as we go to press we have received the announcement of a general 
advance in discount rates by the New York, Boston, and Philadelphia 
federal reserve banks. The increases approved by the Federal Reserve 
Board on commercial paper and notes secured by government war obliga- 
tions are the largest which have been made up to date. The increases are: 

On commercial paper, for advances not exceeding 15 days for redis- 
count, from 4! to 6 per cent. 

On Liberty bonds and Victory notes, for advances not exceeding 15 
days or for rediscount of notes not exceeding 90 days, from 4J to 
SJ per cent. 

On bankers' acceptances, for advances not exceeding 15 days and for 
rediscounts not exceeding 90 days, from 4f to 5 per cent. 

The rate on United States treasury certificates of indebtedness not 
exceeding 90 days remains at 4% per cent. 



counts, force liquidation of securities and merchandise 
on the part of speculators, traders, and manufacturers, 
and bring about a fall in the prices of both securities and 
merchandise. The increase of interest rates is already 
in progress; a fall in security prices has taken place; if 
the rise of interest rates continues, a recession of com- 
modity prices appears to be inevitable. 

A check to further advances in prices would be salu- 
tary. A sellers' market, with inflated credit, reckless 
buying, and extravagant living, will continue to bring 
in its train labor unrest, industrial inefficiency, strikes, 
and revolutionary propaganda. These in their turn 
result in scarcity of goods and higher prices. Increasing 
rates of interest and the curtailment of bank credit are 
the remedy. 

Since the first of November the upward movement of 
rates has been unmistakable though gradual. Com- 
mercial paper is on a 6 per cent basis with an upward 
tendency. The rates of rediscount of eligible bills are 
4§ to 5I per cent. The New York Clearing House Asso- 
ciation has voted that interest rates on bank balances be 
limited to a flat rate of 2% per cent instead of allowing 
the rate to vary with the rate of rediscount. If similar 
action is taken by the coming Chicago conference of 
clearing house associations it will clear the way for a 
further increase in the federal reserve rates, and such an 
increase seems to be clearly indicated at no distant date. 2 

Instead of causing alarm, the action of the Federal 
Reserve Board should, in fact, be regarded as a favor- 
able omen. If we were living under the banking con- 
ditions that existed prior to 1914 we should probably 
witness the constant expansion of bank credit under the 
influence of both industrial and speculative demands 
until the banks of the central reserve cities reached the 
legal reserve limit — and then an explosion. Our in- 
creased rates for money are not a bad but a good sign at 
this time, if the Federal Reserve Board can hold the 
balance true between the general interests of the coun- 
try and the interests of the Treasury. High interest 
rates spell not disaster but safety, provided they are ap- 
plied in time. They are the natural and effective remedy 
for depletdd reserves, and will conserve capital in req- 
uisite degree without interfering with any necessary or 
desirable business activity. The federal reserve system 
was established, among other things, for the purpose of 
preventing dangerous expansion; and if the Federal 
Reserve Board will deal with the situation firmly and 
intelligently, we shall have no cause for serious alarm. 
Control of interest rates is the safe and effective way of 
dealing with such a situation as we now face; and it is 
to be hoped that nothing — not even the needs of the 
United States Treasury — will divert the Reserve 
Board from pursuing the only sane and conservative 
course. 

The concurrent increase of commodity prices and 
credit expansion which have taken place during the past 
year have been more violent in Europe than in the 
United States. In the United Kingdom the Economist 
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index number for December was 7364, the highest point 
ever reached, compared with 6212 in November 191 8, 
an increase of 18.5 per cent; during the same period .the 
Statist index increased 20.5 per cent. Prices in other 
countries increased even more during the year. On 
page 8 of this number we print an article on " World 
Currency Expansion during the War and in 191 9 as 
Reflected in Statistics of the Leading Central Banks." 
The conclusion of this article is: " The signing of the 
peace treaty finds the world with currencies generally 
more expanded than on Armistice Day, and with some 
newly risen expansion movements succeeding in recent 
months the contraction tendencies which set in late in 
1918. As in war time, exigencies of the national treas- 
uries of European belligerents have continued to swell 
the circulating media. Important signs of improvement 
are the recent increases in bank discount rates in several 
countries, the movements in France and Italy to fund 
the advances from the Banks, and the British deter- 
mination to cease further expansion through currency 
notes. There is yet no evidence of any important degree 
of currency contraction, or of effective deflation through 
increased production and exchange." 

The present banking situation in the United States is 
considered in the article on " The Basis for Credit Ex- 
pansion under the Federal Reserve System " on page 2 
of this Review. On January 9 the ratio of total reserves 
to net deposit and federal reserve note issues combined 
was 45.4 per cent, and excess reserves were $335,000,000, 
compared with about 50 per cent and $500,000,000 at 
the signing of the armistice. On January 16 the figures 
were 45.1 per cent and $328,000,000. The conclusion of 
the article just referred to is that, " In view of the fact 
that the Federal Reserve Board has not only definitely 
announced but has inaugurated a policy of increasing 
rates of discount, we should view the financial situation 
with confidence rather thati with distrust. The analysis 
which we have just made of the condition of the federal 
reserve system taken in connection with the announced 
discount policy of the Federal Reserve Board, reveals a 
situation -that does not call for pessimism whether of 
lighter or deeper dye. Although the outlook for 1920 
is for a continued large demand for credit that will not 
be supplied except at increasing rates, yet the condi- 
tion of the federal reserve system does not offer ground 
for apprehending anything in the nature of a serious 
financial disturbance." 

It is to be remembered in this connection that there is 
a strong seasonal movement in interest rates, bank re- 
serves, and notes in circulation during the autumn and 
winter. On October 31, 191 9 net demand deposits of 
the combined federal reserve banks were $1,851,000,000 
and federal reserve notes in actual circulation were 
$2,753,000,000. On December 26 net demand deposits 
were $1,704,000,000 and notes in circulation were $3,- 
058,000,000. During this period, therefore, net deposits 
decreased and notes in circulation increased. A similar 
movement took place in 191 8; net deposits decreased 
from $1,663,000,000 to $1,553,000,000 between Novem- 



ber 1 and December 27, 191 8, and notes in actual circu- 
lation increased from $2,516,000,000 to $2,685,000,000. 
Between January 2 and January 16, 1920, there was a 
decrease of $32,000,000 in net deposits and of $49,000,- 
000 in notes in circulation. The reserve ratio should in- 
crease in January and February. There was an increase 
from 43.7 per cent on January 2 to 45.4 per cent on 
January 9 followed by a decrease to 45.1 per cent on 
January 16. 

In trying to estimate the probability that the Federal 
Reserve Board will adhere to its announced policy of 
opposing credit and currency expansion the contrast 
between statements in the October and December 
Federal Reserve Bulletin is significant. 

In October the Board stated in its argument : " Credit, 
as such, cannot ... be said to be the cause of price 
changes. ... It may be stated as a general proposi- 
tion . . . that changes in the volume of currency in 
times of expansion follow price changes. They do not 
precede them " (pp. 912, 913). The Board said further 
that the objects of the control of discount rates " are to 
regulate the volume and uses of credit so as to give to 
productive industry at all times the beneficial effects of 
credit stimulus and support without, however, opening the 
way to the costly evils of credit and price inflation " (p. 911, 
italics ours). These statements were disquieting. Ad- 
herence to the policy announced would surely lead to 
over-expansion and ultimately to an explosion. If busi- 
ness were to "be stimulated at all times " during 1920 
the outlook would be ominous. Encouragement is 
given, however, by the Board's statement in the Decem- 
ber Bulletin that " the month of November has been 
marked by a sharp upward movement in prices, not 
only in the United States but abroad. This change in 
the price level, although due in part to seasonal conditions, 
is evidently to be attributed mainly to the continued expan- 
sion of banking credit throughout the world''' (p. 11 10, 
italics ours). This is a decided reversal of position con- 
cerning the relation between currency and prices and it 
is to be hoped that the discount policy of the Board will 
be directed by the latter rather than the former theory. 

II. THE THREE GROUPS OF SERIES 

During December none of the three groups of series 
exhibited any new developments that call for special 
consideration at this time. The series included in each 
group remain the same as in 1919 and may be found on 
pages 4 to 6 of the December Supplement. 

During 191 9, in order that our readers might follow in 
all its details the movement of our index of business 
conditions, we have published from month to month 
charts showing each of the three groups of series enter- 
ing into the index. Hereafter we shall not publish these 
charts oftener than twice a year unless from time to time 
it happens that there is some unusual development 
which makes their publication desirable. Every six 
months, therefore, our readers may expect to receive all 



